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In the Matter of the Appeal of)

LAWRENCE R. GREEN )
Appear ances:
For Appel | ant: John u, Cranston, Attorney at Law

For Respondent: W. M. Walsh, Assistant Franchise Tax
Conm ssi oner; Miiton A, Kuot,
Associ ate Tax Counsel

L T )

This appeal is made pursuant to Section 18593 of the Revenue
and Taxation Code (formerly Section 19 of the Personal |nconme Tax
Act) fromthe action of the Franchise Tax Conmi ssioner on the
protest of Lawence R Geen to a proposed assessnent of
additional personal inconme tax in the ampunt of $153.53 ror the
year 1939.

_ The additional assessment arose fromthe Commicsioner's
. di sal |l owance of the follow ng deductions from gross incomne:
(1) interest paid by Appellant, £4,143.01;(2) | egal and
accounting fees and sundry expenses iIn cornzction Wth tax
matters, $1,655,10; (3) Babson Financial Service Reports, $180.00;
and (4) rent on a safety deposit box, 310,00,

The question involved in item gl) I's whether a transferee
of assets of an estate may deduct for izcoms tax purposes the
interest paid by himon an estate tax “ericiency assessed after
the distribution of the assets.

_ Appel 'ant and his brother on Cctober 13, 1931, received

final distribution of their father's estate in equal shares as
residuary beneficiaries. Subsequently, a Federal estate tax
“deficiency was | evied against the estate, a settlenent of which
was effected in 1939 when the Govermment received $17,244:81,
together with interest at 6 percent per annumfromJuly 5, 1931,

to July €, 1939, in the amount of §8,286,01, Appel | ant and hi's
brother each paying one-half of the deficiency and interest. O

pellant's payment of interest, $140.32 accrued prior to final

distribution of the estate (fromJuly 5, 1931, to Cctober 13, 1931}
and $4,002.69 accrued after final distribution (from Qctober 14,
1931, to July 8, 1939). In his income return for 1939; Appellant

deducted as interest all the interest, i.e., $§4,143.01, thus paid
by him..
' Section 8(b) of the Personal Incone Tax Act (now Section

17304 of the Revenue and Taxation Code) provides
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"In conputing net income there shall be allowed
as a deduction all interest paid or accrued within
the taxabl e year on indebtedness of the taxpayer...."

It is well established that interest is not deductible
from gross income under the similar provision of Section 23(b) of
the Federal Internal Revenue Code unless it is paid upon a debt
owed by the payor. Scripps v. Commissioner, 96 Fed. 2d 492,
certiorari denied, 305 U S. 525

Federal cases determ ning whether interest paid bg a
transferee on a transferor's tax deficiency is deductible by the
transferee have involved a construction of Section 900(a) and
Section.311(a) of the Internal Revenue Code. These sections are
substantially identical, the only difference being that Section
311{a) covers transferee i ncome tax liability while Section 900(a)
relates to transferee liability with respect to estate taxes, and
the sane tests are applied undér both. United States v. Firs
Hunti ngton Net. Bank, 34 Fed. Supp. 578 —afftrmed I1I7 Fed., 2d 376;
Edna F. Hays et &l., Executors, 34 B.T.A 808. Section 900(a)
Provides as 1ol ows: —

"Sec., 900. Transferred assets.

(a) Hethod of gcollection, The amounts of the
followng liabilities shall, except as hereinafter
in this section provided, be assessed, collected,
and paid in the sane manner and subject to the
same -provisions and limtations as In the case of
a defLC|encK in a tax imposed by this subchapter

(including the provisions in case of delinquency
in payment after notice and demand, the provisions
authorizing distraint and proceedings in court for
collection, and the provisions prohibiting clains
and suits for refunds):

(1) Transferees. The liability, at lawor in
equity, of a transferee of property of a decedent,
In respect of the tax élnclud|ng I nterest,
addi tional anpunts, and additions to the tax
provided by Iaw) 1nposed by this subchapter.™

It has been held that a transferee is not entitled to
deduct interest either on an estate tax deficiency determned
agai nst_hi m under Section 900(a) or on an incone tax deficiencv
under Section allup. Koch v, United States, 138 Fed. 2d 850;"
Nunan v. G een, 146 Fed. 720352, “Teversing 3. T.C 74; Conm ssioner

V. Green, 148 Fed, 2d.147- Cnmi.ssi oner v. Henderson's EState;
147 7ed@, 2d 619. Commissioner v. OF €EN, as-a majier of 1-a.,
involved a clai mDy Appeilant herein of a deduction for Federal

I ncome tax purposes of the very interest her: in question. A,

t hese decisions took the view that Sections 31i{a) and 900(a) did
not create a substantive right, but merel%/ rovi ded. the Gover nnent
with a new remedy for enforcing the exist ng liability at law or
in equity of transferees of property. mhe indebtedness, the
courts state-., remained the obligation of the transferor and was
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discharged with funds that belonged to him but which were held in

trust erther for himor his creditors by the transferee. Therefor.
the payment of the interest was not regarded as the ﬁayment by the
transferee of a debt due fromhim and it was held that he was not
entitled to a deduction.

_ Subsequent to the above decisions, in a line of cases
begi nning wi th _Conm Ssioner v. Breyer, involving interest on
Federal estate Tax defrciencies,_and Comm ssioner V. Koppers
Company, involving interest on Federal TNCOME tax deficiencies,
F'E‘F‘l_o i reported at 151 Fed. 24 267,theFederal courts held that-the
interest on the deficiencies for the period after the transferees
received the assets was paid on the indebtedness of the transferee:
and was, therefore, deductibie by the transferees for Federal
I NCOMe tax purposes. Amelia E. Colling, T.C. Memo. Qp., Dkt,
109843 (March 13, 1947y dism ssed 153 red. 2d 1022; Robert L.
Smith, T.C. 255; Philip D. Armouwr, 6 T.C. 359: ZEdith K. Timken,
6 T.C. 483; W. D. Haden Co., I.C. Memo. Op. DKt. 5789 (April. T,
1946), affirmed 165 red. Z2d 588. Interest Accrued prior to distri-
bution, however, was held not deductible by the transferee as it
glgl nzoé 2r6e7l ate to his indebtedness. Conm Ssianer v. Breyer, 151
ed. :

The Court in the Bre%er and Koggers cases rejected the
trust fund doctrine fo ot , ci sions and took the
view that if interest on a deficiency is to be assessed agai nst
and collected froma transferee in the sane manzer and subject to
the same provisions and limtations as in thecasz= of interest on
a deficiency inposed against a transferor, then the interest
against the transferee is to be collected suw ect to the _
al'l owance of a deduction therefor in favor of the transferee in
the same manner and to the same extent as in the case of the
transferor. The court also noted that the legislative history of
the pertinent law indicated that it was the intention of Cbngrﬁss
that the liability of a transferee resultant upon a transfer o
assets was an indebtedness on his part to the Governnent. The
court rejected the view that because liability for payment of a
deficiency and interest on the part of the transferee was _
secondary, it shoul d not, beconsidered that any such paynent which
he makes is not made on his own indebtedness.

The Conmi ssioner of Internal Revenue acquiesced in the
Breyer and Xoppers cases (CB 1946-1, p.3), and the Ninth Crcuit
Court ofissioner v.  Collins, 153 Fed. 2d 1022,

di sm ssed an apieal fromTHE Tax Court in Amelia E. Col lins,
supra. After the dismissal of the Collins~Tase, the Supreme
Court dism ssed, as noot; the questTon involved in that case,
whi ch had been certified to it by the winth Grcuit, Conm ssioner
v.' Collins, 327 U S. 764.

In view ofthe now prevailing authorities, the interest in
e amount Of $4,002.69 on the estate tax deficiency of Appellant's
ther for the CPorlod after the property was received bv._anpellant
Is to be regarded as interest on Appellant's OWN indebtedness and,
therefore, was deductible by himunder Section 8(b) of the
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Personal Incone Tax Act. On the other hand, the interest in the
anount of $140,32 which accrued prior to the distribution of the
estate was not deductible.

The deduction as a business expense of the amunt of the
| egal and accounting fees, the cost of the Babson Financial
Service Reports and the rent of the safety deposit box under
Section 8(al{2) of the Act is precluded by _Meanley v. McColgan,
49 Cal . APE 2d 203, and H ggins v. Commissioner, 312 U S. 212.
Al 't hough that Section was anended in 1943 to permt the
deduction of mall the ordinary and necessary expenses paid or
incurred during the taxable year for the production or collection
of income, or for the managerent, conservation, or maintenance of
property held for the production of incomev, the amendnent, unlike
the conparabl e anendment of Sectjon 23 a)([2) of the Federal Intern-
al Revenue Code, is not retroactive. he State anmendment is
apé)l i cable to taxable years beginning after Decenmber 31, 1942
(Stats. 1943, Chapter 353, -Sec. 129), It does not govern the -
present appeal which involves I|ab|1|ty for the year 1939.

wan wmn  wme  wem  emm

Pursuant to the views of the-Board on file in this proceeding,
and goad cause appearing therefor,

1T IS HEREBY ORDERED, ADJUDGED AND DECREFL, pursuant to
Section 18595 of the Revenue and Taxation Code, that the action of
Chas. J. McColgan, Franchise Tax Conm ssioner, on the protest of
Lawrence R Geen to a proposed assessment of additional personal
incone tax in the amount of $153.53 for the year 1939, be and the
sanme is _hereb?; nodi fied; the action of the Conmi ssioner in
disallowing the deduction from gross income of interest is hereby
reversed as to the amount of &4,002.69; in all other respects the
action of the Comm ssioner is hereby sustained.

Done at Sacramento, California, this 15th day of
Septenber, 1949, by the State Board of Equalization.

Geo. R Reilly, Chairman
J. H Quinn, mber

J. L. sSeawell, Member

Wm. G Bonelli, Menber

ATTEST:  Dixwell L. Pierce, Secretary
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